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The Knotty Problem of Expense Accounts’ 
Davip A. Linpsay 


Attorney, New York; formerly General Counsel, U. S. Treasury Department 


AN AREA of current interest to management relates to business entertain- 
ment deductions. We have received complaints that abuses exist among some 
taxpayers improperly deducting vacations, resort expenses, and various enter- 
tainment-type expenses as business expenses. At the same time we have re- 
ceived vigorous complaints that our agents are attempting to crack down too 
hard to the point of harassing the taxpayer; that too much detailed substan- 
tiation and proof are required in connection with the audit of returns. 

After hard and careful study, including consultation with outside groups, 
Commissioner Dana Latham in December of 1959 published a tentative list of 
reporting requirements in this field designed to secure additional informa- 
tion from corporations, partnerships, and proprietorships at the time they file 
their business income returns for taxable years beginning after December 31, 
1959. He invited comments from the public. The tentative release also con- 
tained additional guidelines and reporting requirements on the part of em- 
ployers in connection with expense allowances. 

After studying the comments from the public, these rules with revisions were 
published in Technical Information Release 221 in April of 1960. The new 
reporting requirements, while designed not to be overly burdensome on man- 
agement, will require management to focus more attention on this matter 
and help the Service identify problem areas for examination. 

The matter of business deductions for entertainment has received attention 
by the Congress. It will receive more congressional attention next year. In 
May of 1959, Senator Joseph S. Clark, Jr., of Pennsylvania introduced a bill 
prohibiting the deduction of certain expenditures as a trade or business ex- 
pense. He introduced a similar bill this year. The second bill passed the Senate 
in June as an amendment to the Public Debt Limit and Rate Extension Bill 
of 1960. The amendment sought, first, to disallow entertainment expenses, 
other than expenses paid or incurred for food or beverages; second, to limit 
gift expense deductions with respect to any donee to $10 per year; and, third, 
to prohibit deductions for dues or initiation fees in social, athletic, or sporting 
clubs or organizations. 

The House and Senate conferees dropped the Senate amendment and sub- 
stituted a requirement that the Joint Committee make a complete investiga- 
tion of this subject and report to the House and to the Senate the results of its 
investigation as soon as practicable during the 87th Congress, together with 
its recommendations for changes in the law and administrative practices. 

The conferees’ substitute amendment also directed the Secretary of the 
Treasury to report during the 87th Congress to the House and the Senate the 


1 This excerpt from Mr. Lindsay’s paper on “Management’s Stake in Tax Morality,” 
which was delivered at the Tax Institute symposium on “Management’s Stake in Tax 
Administration—Federal, State, Local,” is especially timely now in view of the current 
discussions in the House Ways and Means Committee on the Adiinistration’s pro- 
posals for revising the tax treatment of business entertainment expenses. The complete 
address appears in the symposium volume, Management’s Stake in Tax Administration. 
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results of the enforcement program of the Service announced in Technical In- 
formation Release 221. 

In order to furnish data requested by Congress, a special study focusing on 
certain examined returns is now under way. It is anticipated that a similar 
study will be made with respect to 1960 returns, when these returns are avail- 
able for examination, so that compliance with the rules prescribed by TIR 
221 can be ascertained. 

With respect to the Clark amendment, I believe it is fair to say that statu- 
tory limitations, which go beyond the requirement that deductible expenses 
be “ordinary and necessary” in carrying on a business, are difficult to devise. 
For example, in discussing his amendment on the Senate floor, Senator Clark 
stated that legitimate advertising expenses cannot be considered gifts under 
any reasonable construction of the term. On the House floor, however, the 
chairman of the Ways and Means Committee observed that it is difficult to 
devise a statutory distinction between gifts that are just plain gifts and gifts 
that are advertising. 

The same kind of problem of interpretation holds true for certain forms of 
entertainment. The expenses of an African safari undertaken by the principal 
owners of a dairy were permitted as a deduction by the Tax Court on the 
grounds that advertising of equal value could not have been obtained for the 
same amount of money in any more normal way. Except for the Tax Court’s 
decision in this case, one might have thought that the test of “ordinary and 
necessary” would provide an appropriate basis for disallowing the African 
safari deduction, that is to say, a basis or test at least as appropriate as attemp- 
ting to draw a line between entertainment and advertising. 

Aside from problems of interpretation, the complete disallowance of certain 
types of expenditures as a business deduction may raise questions of equity 
and discrimination. For example, it may be difficult to explain to a business- 
man that it is permissible for him to deduct expenditures for food and liquor 
at an expensive restaurant in efforts to sell goods or services to a prospective 
customer, but that he cannot deduct the expenses of taking a temperate cus- 
tomer to a concert. 

This is a difficult area for legislation because we are here dealing not only 
with tax morality but also with business morals and business practices. 

Judgments differ on the subject of the propriety of attempting to reshape 
business practices through the tax laws. It was suggested on the House floor 
that, even assuming that it is common business practice to curry favor with 
customers by lavish gifts and tickets to theatre performances and prize fights, 
there is a very real question as to whether it is sound public policy to permit 
a tax deduction for this particular method of advancing one’s business interests. 
On the other hand, if such practices are undertaken solely for business pur- 
poses with the intention and result of increasing taxable income, it would seem 
somewhat inequitable to tax the increased earnings derived in part from such 
activities and yet disallow a deduction for the expenses incurred in stimulating 
the additional business income. 

To my mind the heart of the problem is not lavish expenditures by business 
for business purposes, but the abuse in some quarters of deducting vacations 
and personal expenses as business expenses. If this is the true nature of the 
problem, the complete disallowance of certain designated types of expendi- 
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tures would not be as sound a solution as improved enforcement, and compli- 
ance with the intent of the law. 

The studies that are now under way should be not only useful for improv- 
ing compliance with existing rules but should also be helpful in evaluating 
the adequacy of such rules and the need, if any, for more stringent require- 
ments. As in the case of the gap in reporting of interest and dividend income, 
the ultimate question is whether the best long-term solution requires amend- 
ment to the statute or whether it requires taxpayer education and improved 
administrative enforcement techniques under existing law. 

Unless it is believed that selected types of expenditures should be absolutely 
barred by statute, it seems to me that management has a real stake in doing 
what it can through education and practices within its control to eliminate 
and certainly never to countenance or encourage abuses in this area. 


IN MEMORIAM 
J. STRAYER 


Member of Tax Institute Membership Committee, 1951 
Chairman of Symposium Program Committee, 1952 
Member of Advisory Council, 1951-1953 

Member of Board of Directors, 1952-1955 and 1959 
Vice President of Tax Institute, 1956 and 1957 
Member of Bookshelf Committee, 1957 and 1959 
President of Tax Institute, 1958 


It is with much sadness that we announce the death of Professor Paul 
J. Strayer of Princeton University, who was a former president of the 
Tax Institute, on July 23, 1961. Professor Strayer had been a member 
of the Institute since 1949 and had worked actively in it for several 


years. Some of his many services are indicated by the list of offices 
enumerated above. 


RESOLUTION OF TAX INSTITUTE BOARD OF DIRECTORS 
JULY 31, 1961 


WHEREAS, Paul J. Strayer was a distinguished member of the aca- 
demic tax profession; and 


WHEREAS, he played an active and extremely cooperative role in the 
Tax Institute for many years, and served it with zeal and distinction, 
now, therefore, be it 


Resolved, That the Tax Institute Board of Directors, hereby expresses 
its appreciation of his outstanding career in the field of taxation, and in 
particular of his many helpful services to the Tax Institute, and extends 
its condolences to his wife and daughters. 
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